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I am pleased to be here today to discuss with you the

recently issued General Accounting Office report entitled

"Funding of State and Local G.overnment Pension Plans: A

Nlat ion al Problem,, My reenarks todayv will center around whty

the General Accounting Office underto'ok this stud-y; how.7 we

carried out the study; and a summ ary of the studv results,

conclusions and recommencation.

WHY THE GENERAL ACCOUNITING OFFICE
U P.TC OK A STIUDY OF THE FUNDING
OF STATE AND LOCAL GOVEERTMEINT
RETIR.EMENT SYST'EMS9

L~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~
The origin of this study evolved froml a June 1976. request

of the then Senatle Commi-ittee on Labor and Public 1elfiare that_

0AG conductL a series of case studies of fiduciary standards

of -cub ic employee pension s,7stems mainzained by Stat-e and

local governments.. The studies were to assist the Com7'itte

in m~eetLna i-s resp>onsini1Li.-es 22C.. - Sest-Dr. 3C31 ?--;

:--Employee Retirement Income Security Act of 197!4 (ERISAIJ.

ERISA mandated that. the conoresssional committees I v.o-lved in

the orbmulqation of the ='ct s udv public empp.c1yce pension -

sysce.s. From ocvember 1 t76 tnrough Feibruary 1977, GAO issuecd

a series or seven reports in response to the Co ittes reIuest.

Each report oresented case studai--s of a %tatp an a. loc al

fovernrlzrent-sconsored e-rcplct~vee3 ret'-ireco-- nlan. The oan-s



were selected from the States oL- Colorado, Cecrqia, Michigan,

Nlet~a jersey, Newe7 York, Tannessee, an d Vi i.

During the performence or tnese studies, e noted the

substantial accumulated unrfunded actu2.rial liabilities of most

of the 14 retirement plans we reviewed. Hw-e-er, the limited

time we had to complete our review ana reoort on fiduciary

practices did not permit us to analy7ze the impmact of these

unfunded i1abilities and, accorCdingly, -we d not comment on

them in the seven reports. - -

Thus, we had some first-hand limited knowledge of the

potential problem State and local aoverremnts may have with

financing the unfunded liabilities of their pension plans. We

also knew that the Congress had a need for information on

funding practices of State and local .aovernments because,

since 1975 bills have been irtrooucek in the Congress

to rerorm State and local government pension plans. These

bills ewere primarily intended to protect bDenefit rights

of plan participants.- The first bill was introduced in the

Ho-use of Representatives in July 1975C IT red reu:-erents

usimilar- to those imposed on .3rivate pension plans by title T

Of ERISA,. including funding requirements which weae thbe same

as those --iaced on private emolover's Te bill also inc'ud&e:

-- reporting and discldsure recu i r e e rt s5

-- participation a nd v sting standarads,

-iduciar f requirements, a ind

-- administration and ernfo.er n t : eergLerLts.
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A similar bill, without the funding remuirements

was Introduced in Septeber 1978. ;We have seen adv--ised

that Federal reullation of public pensions continues to

be a matter of congressional concern, and that similar

bills will be introducel in the 96t'- Congress.

SCOPE OF STUDY ABsND APPROACH WC

Our study covered the funding of 72 pension plans

administered by 8 States and 26 local gove--nmerts within.

those States. The plans examined cover about 1.4 rilioi6n.

active members and pay pensions to about 423,000 retirees._

or beneficiaries. The 72 retiremeent systems had assets

valued at $13.3 b'illion and unfunded liabilities of about-

$29, billion. The governments contributed 52.4 billion to

the plans during the -financial year selected for review*T.

The States selected--Cariorrn ia, Delaware, Florida,

Illinois, Yiassachusetts, Oklahomma, Pennsylvania, and

Wisconsin--included dirferent carts of the Nation and dif-

ferent aoproaches to mension fund-ing. In each State we

reVie ed tnie. ensIon rDn- a - s-Lec e 1 ,c5-e3nen-.

-with large, medium. and small nocuIlat ons. Generall,, we

-examined at least on e plan acm~.istered y nhe State gor-

ernmenL and ail of the ola ns under the selected local

governments.

For the 34 governiment entit es in our .-eview,? we usea

the clans' financil data for LhE mosl recently comp-tleed

fiscal year, In adaition for moSt ln s ws obtain- the e



most recent actuarial studies; mace a cursory evaluat-on, and

found that they ,ere generally prepared in accordance with

recognized actuarial procedures. althouh: these Procedures

d id not necessarily corT.ply w;ith those required of private

plans under ERISA. Inr places where actuarial stucies

for the pension planSwere not available, our actuaries

estimated the unfunded accrued liabilities.

Our review was cirected toward including a broad spec- -

trum of pension activity at the State and local government

levels within the context of our Cbjective of determining

the potential financial impact of pension funding reform.

The selection of pensior plans was judgmental and, thus,

does not purport to be representative of all existing plans.

In additiQon in our report, wee do not take a positionr cn

what the fundina standard for State and local pension plans

should be. We reconnize that the standards est'ablishedlby

ERISA f-or private plIans may not be fully appropriate for

State and local p-lans.: However, because oast federally

proposed pension i e slaticn Stat- anlocal .r^NiernmenzS.

i-ncluded an ERISA-tyre funding standard, we used -RISA as

.our criter a in a'nalzi ng the State and ocal Pelans included

: in our study,

RESULTS OF STUDY

State and local off-icials are gene.rall a wr.re f the

need for sound actuarial fundiin of nens on sys emns, but

tney view with apprehension the f-ianc al pmaact of imposi-n
they view wit



ERI. SA-type fun inLg standards on public oensions. AP ERISA-

type r nimu ur funding standard for public oensions would

require an annual contribution to cover ths normal costs

plus the amount needed to amortize the existing unfunded

liabilities over a soecified future oeriod. For private

pension plans, ERISA requires the amortization in 40 equal

annual installments for existing plans and in 30 equal

annual installments for new plans.

Of the 72 State and local pension plans we reviewed,

19 met the ERISA rminimum funding standard for private

pension plans, The other 53 plans were not receiving large

enough contributions to satisfy the ERISA funding standard.

If the 53 pension Dlans--ll State and 42 local government

systems--adcpt an ERISA-type funding standard; it will

recuire an additionai il.4 bil lion annually. Many of them

would 1. ha-ve to raise their contributions to some of their

plans by more than 10-0 percent.

h-e osts under ERISA, in addition to exis-ting pension

c o StS wcyuld require the ecuivalent of - C

more of the-tax revenues of the. affected jurisdictions.

For example, to meet the ERISN fuflnding standard in Pittsburgh,

-oensi-on c£F-ts would reeuire about 33 percent of tax revenues7

com~pared with the 13 percene now qoir c -o- retirement costs.

According to a Pittsburgh officialF fundinj of the cityJ s

pension plans up to the ERISA- standard could lead to barnkruptcy .

In Reading, Pennsylvania, oension fundin- under ERIS. would



take an amount equal to about 40 percent of taxes, compared

with 15 percent currently contributed. A Reading city official

believed that the citizens would resist asny tax increase

for pensi.cn funding. Clearly, added pension costs to meet

an ERISA-tyme amortization standard would be a devastating

drain on the incomes of some Jurisdictions.

The many local retiremient systemts t*nat are not actuari-

ally funded threaten citi-s with severe future financial

difficulties, wshich in turn would affect the State.governments.

A systematic funding plan for amortizing the unfunded

liability over a specified period could help avert fiscal

disaster for a number of State .ard local governments..

To illust-rate the need for systematic long-terra fundinng,

we selected three pension plans now on a pay-as-vou-go basis

and proiected their uens on costs for 41 years, both under

thepay-as-you-go m7ethod and under actuarial funding as pre-

scribed. by ERISA.

-The p-rojections. for all three plans sh--ow tihat annual

costs Lor-pay-as-you-co funding are i I:ts less than tcnse

for actuarial f~unding. However, pay-as-you-go funding costs

e-ven~tu~ally exceed the annual costs of actuarial funding.
t:u. a I .L exe . :: ........... ,S:.-......................... 

U n der actuarial funding a-fter. -0 years -the in-i-tial unfunded

liability will have been completILely a, mor-Ized sO the annual1

contrib ution will dro i to the- omoun t needed to- cover normIaI

costs. Under pay-as-you-Qo f u~ndinc, on t he other hand, at-er

r 

0 



40 years th e unfunded.e licFbility illi have crown to enormous

proportions, and the ainnua-l pIaVout will continue to increase.

For exap:-,le- the plan that covers all uniform. members

of the Delaware State Police as of Scte7.e'r 1976, had

an actuarially calculated unfunded lIabiility of over $80

million and was on a pay-as-you-co basis. Our projection

of pension costs for this plan shows that pay-as-you-co

yearly contributions will exceed actuarial contributions by

the 17th year, assuming a 40-year amortization period.'

On the pay-as-you-go basis, the unfunded liability is

Pro]jected to increease after 40 years by about 3-1/2 .times--

from 580 million to $286 rmillion. Amiiortization at the end

of 40 years of the increased liability over a 40-year perioa

anr' the pavyment of normal costs would require a yearly payment

of about 543 m.,illion, an amount talmost five times greater than

the amount required to start amortizing the September 30J 1976,

unf u nded I iab i Ii ty.

S--ate and local o fficials have often found it expedient

-t0o Costoone Oens ion reffor, leael;. it tc fu re Lt F ce-

holders to raise taxes and increase covJernyment contributlons

to retirement trust 'funs. Also, the constituency of the

greatly expa-ded body of State a n local emplo ees, has

brought pressure for enlarging fnrine -benefits- includina

pensions. Kence, pensions are -fen ncreased wi thout

proviaing adeou -ae funding, a- >cncessiLn thalat doeCs not

.7



.raise cu-r:er-t costs sI nifica ntiy, but does raise unfunded

liabilities S

i o wcever, a nu.;.ber of Ste.te ann local governments

have bequn to tarkle the procIe .i of cension funding. Pension

reform actions taken rarge from attenmptina to identify the

problem, to adopting and inmlei-ientin- 7measures to solve it.

A ma;aor obstacle to pension reform is the immediate

cost i'mDact. necause of voter opposition to tax increases,

State and local governments are using or considering

other approaches to finance pension reforms. Some juris-

dictions are reexamining their pension provisions and locking

for ways to cont-ol or reduce cension costs:.

N~ationwide v~oter resistance to tax increases has been

spotiinhteci by the 7uch public-zed Proposition 13, the

initative overwhelmingly- passed by California voters in

June 1378. Proposition 13 drasticallv cut back and limited

local p-rperty taxes, a maajor source of revenues for pension

financina by local governments. in Los A ngeles, for examp1e,

~~7 

into co ntributicns to retirement systems. Los Angeles and

Oakland. officials said that P ro pnsizion 13 would seVerely

na mper any compli ance with an PERISA-ty,--pe >funding recuiremrent..

In both cities, ser-ices anI personna-eea n ould have to be cut

in order tto fund mension costs. -.

Fo.- r ,und ing ens ions local govrnments everywhere look

to the State for relief. rEor exa.moe, local officials in

.



M'assachusets CJ -. tr f;eL 2 a` t ins -tute pension refor0 M

.ithout St-aie Jinancfrl h3elo

Officials of r-re 1- L cities- -,e ;.i. ited in Massach use tts

were not 7Jilling to oecin fun.ing their nension systems

on a voluntary basis, and they- opposed the very idea of

actuarial funndinn out of local resources. Ihey said that,

without State or Fedefal financial SupC-Ort, the burden

cf funding would raise local prop-erty tax rates that were

ailreadv too high. The point - as underscored by Massachusetts

voters on I.lovemb'ver 7, 1978, ,7hen they overwhelmingly passed

an initiative to prevent sharp increases in residential

proper-y taxes.

The deput-y mayor of Bostol viewed1 the problem of pension

recoir: in liaht of the orinciple of political and fiscal

accoun t aility: tha. tclnose wI7ho ma-nate costly measures

shoui oe. b ome of the costs that they would imtpose on local

qover-,ents. The depu y mayor pointed out that, because the

State wrote the -ensicn law that mandated pay-as-you-go

the resul-tino financial b uden.

Given the obstacles to overt tF.a-x increases, some States

are usirn or considering other a.-proaches to finance pension

reform.s includi ng continui nq exc-irin-cr tnxes, substitutira

user cnar-ges £or tax -revenues, and using Fe -ar.I revenue

sharing funds./
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Soar. Juriscl ion~s, i .n looking for vays to soften the

futu L re i?:ma c O; untU nd .- d. en sion bet-efiEts, have reexarined

their cenosion provisions .nd found tha t-ey ca.n reuce

e. ir- costs bv 1 c ntro 1i be efits sub jec't to annual

adjustment-t, such as co-t-o.-living increases, (2) i4posing

tighter eligibi ity sta-ner-os (3) establishing new cla ns

with lowr benef i ts 'or ne- nires, ad (n) integratin

pension pi-an erneffits with> soeiai security benefits.

E>EDEP-ALJ REGU[JLATION OF
PUBLIC PENSION PLANS

4With respect to Federal reoulation of puolic pension

plans, there2 is a cruestion as to the extent of the Federal

Government's aut hority to reoulate State and local governnent

pension Plans parti-cularly in view o f the Supreme Court's

decision 1n7 1;aional League of Cities v. 'Jsery. This decision

rsesd real but unresolved questions about whethler thie

Federal G'overr.rnmaenrit can regulate such pension plans under its

authority to regulate interstate cloimmerce unCer the Commierce

Clause Oft- he U.S Const itution Y et this decision aoes not

ooverninent ,ension mIan s un, der other sources of constiLu tioa.nal.

authority, such as the uta 'Ain g power, the spenoing er ar..

t-e powers to protecLt rro perty r i ahts. Ihe nr a acticalitv of

niOc suc.h au hority h as not yet been reso ve I.

/ ctsvithlst-and'ing this- uncertacinty, the Federal Covernmen-

does have a direct interest in State and local qovernment

pens.ion clans throughrur its grant ergra--s. - GAO est-i mates thrat



asoOt 1 i-il i on in. Ilen c. nti iutions is being reimbursed

vearly to State anf-l Ioca-l c; ovzerom:-rtS uncer Federal grant

oro+ras.s rw .I T, h i zrea c nnsiderably if the

State anc 'ocal xcvernnents ;were re rre d- to adhere to the

fund-ing stancar-ds of opriVnate Plans.

CON~CLUS IUS

GAO conciioen thazLens on re cr m at the State and local

ve1 s is mong s lowly, and the oros, ects for significant

improvement in t4-e foreseeable future are not bright.

It is tlear that, to protect the Dension benefits earned.

by pub-lic employees and to avert fiscal disaster, State and

local governments should fund the normal or current cost of

thei-r Pension plans on an annual basis anc amortize the plans'.

L unrunded liabilities.

Althcugh spcnsoring gYo-7ernm.ents are responsible for sound

tunnacng of State and local government plans, the Federal

Gover rent has a sulbstanial interest in these pension plans.

l7Eanz j'ttriSC7dict+-ons have increasingly relied on Federal grant

u-.sC anoS re7eCnlU sb.-r in to help --- ,---,. . -n cost,

These plans directly affect the continued -well-being and

;- scuity of .m~illions of State and 1GC- coernment emoloyees

t - .ard t~heij r dependets .-- -

L *ioht ee i-the nat|onal in *est for the Congrlresss to

-assure,2 through legislation, thFe loo--term Financial sabil ity-

of these pension plans thuo uh sounJ fundin-g, standards. B-t



tihe hdede r a cv not ' 1 tt):>ritv - relate State and local

government ns as no ben.5l rescived.

RErCC<.fIU+=.DAj~i;,Ok,, r; 00 'ITEE COJOLE'GD!SS

,kccocdinrgy', 'AC, \n.as reconmen-ed that t-he Congress should

C osely .onitor actionCs tak.en by State anc local Qoverrnments

Lo im-prove the 'Lun-ig of thei-r cens ion glans to determine

whe.t her anr at wlhat -Doint conciressional action may be necessary

in -th e na tional int erest to a revent iscal dIsaster and tc

protect the r-ahts of employees and their dependents/

CO Mh'ENJTS OF STATE AN D LOCAL
GOVE ERiE1BTS DE RIRAL AGTEIC I ES,
AND OTHER INTE7'EESTED PAR"lEES

The consensus among those who commented on our report was

that adequately fu,2nding nDublic pension plans is a serious

prob'lem, however, there is no clear acreement on what the

sol1uti on shO lc, be .be Mlany bel ieve that any funding standard

for public plans should be less demanding than the standard

imposed on private- clans. The percent-cf-payro' 1 approach

to pensiorn funding was the one favorec cv mban y of ficials.

esta'lishina a uun d n,$g- standard for State and local government

certsion clans. N ost ofriceals arcjue that the Federal Govern-

ment has not deaiLt ade2aq-1t 1 its own pension fiunding

poroblems, as ev-idenced by the poorlv f. .ned Socia Security

system acd the nension Pians for dFeder al cersonnel.
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